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Under Price Cap Regulation DOCKET FILE COpy ORIGINAl

PACIFIC BELL'S OPPOSITION TO
PETITIONS FOR RECONSIDERATION

I. INTRODUCTION

Pacific Bell hereby opposes the Petitions for Reconsideration ("PFRs") filed by

MCI and Cox Enterprises of the Commission's Second Report and Order as it applies to video

dialtone ("VDT,,).1 Specifically, we oppose petitioners' arguments 1) urging the Commission

to reject a de minimis threshold that determines whether a LEC must include VDT costs and

revenues in its calculation of sharing or low-end adjustments, and 2) asking the Commission

to require LECs to assign at least 50 percent of their broadband network investment to VDT

and no more than 50 percent to telephony.

1In the Matter of Price Cap Performance Reyiew for Local Exchanae Carriers; Treatment of
Video Dialtone Services Under Price Cap Reaulation, CC Docket No. 94-1, Second Report
and Order and Third Further Notice ofProposed Rulemaking, FCC 95-394 (reI. September
21, 1995) ("Second R&O").
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II. THERE IS NO REASON TO REJECT THE DE MINIMIS THRESHOLD

A. LECs Have No Incentive to Cross-Subsidize

The petitioners' argument that a de minimis standard will allow LECs to cross-

subsidize their VDT offerings is inapplicable to LECs which choose a no-sharin~ QPtion, as

Pacific Bell has done. The de minimis threshold is only relevant to determine whether aLEC

which chooses a sharin~ pl8112 must exclude VDT investment from its sharing calculation.

Under the FCC's proposed model, if a sharing LEC's VDT investment is an

amount beneath the de minimis threshold, the LEC can include that investment in its

calculation of its sharing obligation. But if a LEC does not need to share earnings because it

has selected a productivity factor that does not require sharing, then the de minimis threshold

is irrelevant. Under this scenario, the argument that a LEC would deliberately exaggerate its

VDT investment vis a vis its telephony investment so as to reduce its sharing obligation is

nonsensical, because the LEC has no such obligation.

Moreover, MCI is incorrect to suggest that providing a service at less than its

fully distributed cost will result in a "subsidy.,,3 If a service covers the additional cost of

producing it, it recovers its incremental cost and is not being cross-subsidized, regardless of

whether or not the LEC offering the service elects sharing.4

2 We understand it is the Commission's long term goal to eliminate sharing altogether. We
wholeheartedly endorse this view, and urge that it come to fruition sooner rather than later.

3MCl's Petition, at 3-4.

4 & D. Spulber, Deregulating Telecommunications, 12 The Yale Journal on Re~ulation25,
58-59 (1995) ("Spulber") (Exhibit A hereto).
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In this regard, MCl's reliance on the Commission's 1987 decision regarding

separation of regulated from nonregulated activities -- an issue irrelevant to VDT -- is

misplaced. There, the Commission explained that its purpose in adopting a full allocation

standard was not to prevent cross subsidy:

We affirm our intention stated in the NPRM to build our cost allocation
scheme upon the premise of full allocation of costs. The reason for this is not
that we deem full allocation to be synonymous with prevention of cross
subsidy. In fact, we do not entirely disagree with the parties who observe that
cross subsidy could, in theory, be avoided when all of the loni run incremental
costs of an activity are borne by that activity. However, we also agree with
DOJ and others who argue that our PUIPoses should tranSCend prevention of
cross-subsidy.

5

Thus, the assumptions the petitioners make are flawed, and allowing a de

minimis threshold does not create risks of cross-subsidy.

B. There Is Precedent For A De Minimis Threshold

Contrary to the petitioners' representation, there is precedent for adopting a de

minimis threshold for purposes of sharing or refund calculations. As NYNEX pointed out in

its comments submitted in response to the Commission's Notice ofProposed Rulemaking

("NPRM") in this docket,

[U]se of25 basis points in calculating the [de minimis] threshold is supported
by FCC precedent concerning the rate of return buffer zone for triggering
earnings refund obligations. Under previous rules, the Commission prescribed
an enforcement buffer of25 basis points above the authorized rate of return,
such that earninas within the buffer were deemed not sianificant enouah to
triaaer refund obliaations. Indeed, prior to 1987 the FCC applied an
enforcement buffer of 50 basis points.6

5 In the Matter of Separation ofCosts ofReaulated TeIQ)hone Service From Costs of
Reiulated Actiyities, CC Docket No. 86-111, Report and Order, 2 FCC Rcd 1298, 1312
(1987) (emphasis added).

6 NYNEX Comments, dated October 27, 1995 (Exhibit B hereto) (emphasis added).
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While we believe the de minimis threshold should be higher than 25 basis points,
7

the issue

here is whether there is precedent for~ de minimis threshold, and there is.

The Commission's reasoning in adopting a de minimis threshold is sound and

should be upheld. As the Commission stated in the NPRM, there may be situations in which

the administrative burden of excluding costs from a sharing calculation outweigh any benefit

which would inure to ratepayers as a result of the exclusion.8

The Commission appears to be attempting to set the appropriate balance

between requiring LECs to identify video-related costs which have an impact on sharing,

while still encouraging the LECs to get into the VDT line of business. Small trials will not

make an impact on sharing calculations. If including de minimis amounts of VDT affects

sharing at all, the amount of sharing likewise would be de minimis.

III. THE COMMISSION SHOULD NOT ADOPT A 50-50 VIDEO-TELEPHONY
ALLOCATION FORMULA

Cox advocates that the Commission require LECs to assign at least 50 percent

of their broadband network investment to VDT and no more than 50 percent to telephony.9

This request is outside the scope of this proceeding, and ignores numerous FCC

pronouncements that the issue of cost allocation between VDT and telephony will be resolved

on a case-by-case basis when each LEC issues its VDT tariffs. 10

7 & Comments ofPacific Bell in Response to Third Further Notice ofProposed Rulemaking,
at 2-3.

8 Second R&O, ~ 35.

9 Cox PFR, at 4.

10&,~, In the Matter of Tel<whone Company-Cable Television Cross-Ownership Rules,
Sections 63.54-63,58, CC Docket No. 87-266, Memorandum Opinion and Order on
Reconsideration and Third Further Notice of Proposed Rulemakin~, 10 FCC Rcd 244 (1994)
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Because the LECs' VDT offerings are so dissimilar, it makes no sense to

establish arbitrary rules for video-telephony cost allocation, such as the 50-50 "bright line"

Cox proposes. ll As the Commission stated a year ago:

The Commission currently has generally applicable rules in place that specify
the cost support that must be submitted with any new service tariff, including a
video dialtone tariff. . .. LECs have proposed a number of different network
architectures for video dialtone, and there are wide variations in the manner in
which, and the degree to which, LECs are proposing to integrate their video
dialtone systems with their telephone networks. This diversity and
experimentation, which we view as beneficial to the development of a modern
telecommunications infrastructure,precludes us from adoptiUi~ a one-size-fits
all rule for the identification ofyideo dialtone direct costs. The tariffreyiew
process, which includes the possibility of tariff investigations ... will allow
close examination of each LEC proposal and enable us to ~uire such cost
information as may be necessary to evaluate each proposal. l

Thus, the Commission has already considered, and rejected, the cable

industry's proposed cookie cutter approach to cost allocation, and has stated consistently and

on numerous occasions that the appropriate video-telephony allocations will be decided at

("Recon. Order"), ~ 207 ("Local telephone companies will be required to make a cost-based
showing under the price caps new services test, to establish initial video dialtone prices....
[T]his test, as established in the established tariff review processes, provides an adequate
vehicle for full consideration of the reasonableness of proposed video dialtone rates")
(emphasis added). & aWl In the Matter ofApplications ofPacific Bell, File Nos. W-P-C
6913-6916, Order and Authorization, FCC 95-302 (reI. August 15, 1995) ("Section 214
Order"), ~ 94 (deferring specific video-telephony cost allocation issues to tariffprocess) ..

11 & In the Matter ofReportin~ReQllirements on Video Dialtone Costs and Jurisdictional
Separations for Local Excban~e Carriers Offerin~ Video Dialtone Services, DA 95-2026,
AAD No. 95-59, Memorandum Opinion and Order (reI. Sept. 29, 1995), ~ 16 ("Neither the
Commission. nor the Bureau has mandated s,pecific cost accountin~ and allocation rules for
YDI. The Commission is simply requiring LECs to indicate how they are accounting for
VDT, to identify dedicated and shared VDT costs, and to disclose the impact of VDT on the
jurisdictional separations process and local telephone rates") (emphasis added).

12 Recon. Order, ~ 214 (emphasis added).
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each LEC's tariff stage. Cox is beating a dead horse, and its suggestion should be summarily

rejected.

IV. CONCLUSION

We request that the Commission reject the petitioners' arguments, and adopt

the suggestions Pacific Bell made in its comments in response to the Notice of Proposed

Rulemaking.

Respectfully submitted,

PACIFIC BELL

~-~
LUCILLE M. MATES
SARAH RUBENSTEIN

140 New Montgomery Street, Rm. 1522A
San Francisco, California 94105
(415) 542-7649

JAMES L. WURTZ
MARGARET E. GARBER

1275 Pennsylvania Avenue, N.W.
Washington, D.C. 20004
(202) 383-6472

Its Attorneys

Date: November~ 1995
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Chuck A. Nordstrom
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EXHIBIT A

Deregulating Telecommunications '
Daniel F. s,.brt

'l'he consent decrte tMt reJlTlM:llU'ltl 1M telecOlfll'lUlllictl bItbutry by
breaJcing "'P 1M BeU Syltem tlDigMd 1oraI4stIInce tItId eqwipment
~, to ATclT wIUIe forbiddItaI 1M ReritJfttll .U Optratin,
Comptmies from entering IMIt IiMs tQ bruintss. TMst reltrietiOllS wre
justified by lJ1'IlI1MlItS tMt 1M Joclll tzeItIIttIe MtWOrt WAf a1IIIIIIf'QJmonopoly,
tIuIt 1M carritrs beM,/lledfrom btlnien10 tntry, dllztllwy ctJII1d lewrage their
monopoly powr into OIIwr mIIItm, tIIfd dIIzt t1wy WOfIId IIU~s from
Jocalltrvice 10 Sflbsidiu IMiT ,ntrj iIflo Dd&tr IiMs cf1JJllllMu. In dab Article,
Professor SpuJlHr shows tMt IMIt iIIfIIIUnIS (ITt 110 "",r WIJJd b«fIIIU if
tlchnologiclll fIItd mtIItel du:lngts ill 1M telecommllllleatiorLr ind7utry.
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Introduction

In 1982, a consent decree known as me Modification of Final Jqment
(MFI) terminated one of the most sipificant IIlCitrust suits since StaDdard
Oil. l The breakup of the BeU System, which took place on January I, 1984,
constituted a larp scale vertical divestiture. The MFJ usiped the lona
distance and equipment manuflCtUrin, functions of the Bell System to AT&.T.

1. UIIiIId SlIIIII v. AmericID Tel.• Ttl. Co., S51 P. SIpp. 131 <D.D.C. 1912), oII'd IIIb
IIGI'II. Malyllacl v. UDUd SlIIa,~ U.S. 1001 (1983).
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The local uchanJe services were divided lIDol1l leVen JtaPonal Bell
()peraIiDI Companies (RBOCs): Aaeritech, BeD Atlanti<:, Bel1Soudl. Nyaex,
Pacific Telesis, Southwestern BeD, and US West.

The terms of the MFJ required the DOCs to provide "equallCCIIS" to
tile local netWOrk to alllol1l..mstance carrien and subjected the RBOCs to line
of-business restrictions. While replated monopolies have 1rIdidoaaIly been
protected from rival entry,lbese restrictions "qUll'lDtiDed" the RBOCs within
their markets by barrina their ellb'y elsewhere. The res1rictions forblde the
DOCs from providinc lona-disllnce services from one Ioca1 KCeSS and
tnDSpoft area (LATA) to IDOIber ud from manufaeturiDa telecoaunUllications
equipment.2 A third line-of-busiMss restriction concerniDI the provision of
information services has been effectively removed since the divtldan.3

The BeD System breakup led to iDcreued re,ulllion IIId liIipIioD. The
NFl esrablished what hu become I complex replatory appIrItUI dW borh
implements the terms of the CODMIIt decree and reviews the UOCs' Mtempts
to enter mukets. Althoup the UOCs were "quarantined." che MFJ calls for
a triennial review, in which che RBOCs are allowed to petition the coon for
permission to expand into ocher markets. For the put decade. che RBOCs,
AT&T. and the Department of Justice (001) have been mired in Wtually
continuouslititation to interpret the MFJ's line-of-business restrictions. This
has effectively placed the Federal District Court of the District of Columbia
and the DOJ in the rqulatioD business. In addition. tbe Federal
Communications Commission (FCC) has been drawn further into increased
involvement with the industry in promotinl competition. particularly throuch
administration of open access.4 Moreover, state I'eIlllation of the RBOCs
continues to exist.

This Article examines wbetber it would serve economic efficiency and
consumer weD-beiDa to remove the two remaininlline-of-business restrictions
imposed on the RBOCs. 'Ibis question is important for several reasons.

2. n. IocIJ IllCIlInp IIIlWOItt iI dII pllftiaa of dII .-ue nriII:IIId ....__ by !be IocIJ
IllCbup curien which iIlcJude dII..--XIU wcII U ...... of II f I JIM........ CIDIIIpa
aiel. ne ............ .-viii by !be DOCs IN '*'-I till U lATAI. ne DOCs pnMde bc:a
~ .-vices. sucb U buic dill .... ..we, c:aII WIidIJI. c:aII forwIIdiItI...e-a.. U weD
U ..... ICC8Ii 1IMc::a. -.cIJ U II d. till .......... CIrriIn. ne .-uTA or
~ .-wodt islbl paIlioe of dII )lIMic IWiIJ:IIIId .-ark dJIl iI __ by dII .........
CIIrierI. .s. Nomf AM.~TIJM AII'N. !HDUITay &\UCIIP.22 (4dt ed. 1991).

3. For ....... diIcuIIiaIJI of dII ......... ita ....., _ ....,. w. CtAHD.w.,
NTD TMlItUAIt",: U.S. '1'II..ICoIeMICTIONIlM A Nou CcIwPITrTM IlIA (1991); MICHAIL
1C.1CIuooG IT AL•• "DUAL 1'II.IcoNWUMICATIONILAW (1992); ftTD TDmt. 1'111 FALL OF THE
BILL SnTDt (1917); PIal W. Mlc:A¥oy .. Je..- 1GbiMoa. ,..,.", I1y lMiI&I: 27It AT&T
.,.."..III"""'IM Telllcalllluirmr, 1YALIJ. ON 1lIo. 1(1913); .... W. MIl:Avoy ad
IC.-b 1abinIoa. LoritI, ", JwMl:IiII~,: 27It ITm Y.,. of"" AT&TDt • 2 YALI
J. ON 1tJG. 225 (1985).

.t. Sft DANIEL F. skn.an. ItIOUUTtON AMD MAlUTS 16 (1919).
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Telecommunications is a subslantial secIOI' of the American economy.'
Moreover, Jiven die conver,ence of computers and telecommunications,
coatiDuod technical prOlleSS is a vital put of die information economy.'
FUJ1bermore, the lessons from the telecommunications industry are applicable
to ocher lIItWork industries such IS electric power, aatura1 lIS, cable
television, water services, and poIta1 delivery, each of which is experiencina
IeChnolocicai chanle that is breakin& down DlODOpolies and destabilizing me
.tablisbed relulatory reaimes.

Takina into consideration the current and past conditions of the
celecommunicatioDS industry, this Article evaluates dte four principal economic
arpments for keepina the liDe-of-business restrictions on the RBOCs. These
arauments, often directed at local excbaqe carriers (LECs) pnenlly, can be
summarized IS follows:7

1. The LECs' production technolOJY in the local ex
chance exhibits the property of rwuraI monopoly.

2. The LECs are the beneficiaries ofsipificant barriers
to entry into the local exchan,c.

3. The LECs can leverqe the locaI-exchan,c monopoly
into other markets.

4. The LECs can employ cross-subsidization from local
service to ,ain competitive advantqe5 upon entry into
other lines of business.

These arluments for preserviDJ the NFJ's line-of-business restrictions are
irreconcilable with economic and technolOlical developments in the industry
since the MFJ. Continuing the restrictions could only be based on an improper
economic analysis of industry conditions. Vacatinl the MFJ's restrictions
would enhance efficiency in the industry and serve the public interest.

5. Ia 1992, Vllited S••".AecammlllliclliallllllVice'" equipmaa~ was S221.4Ili11iaD;
die ...... llMlIUe for 1993 WII S23B.1 biIIian. V.S. DIP'T OF CONMDC1. U.S. INDUI'BIAL.
OUTLOOk 1994. 29·1 (191M) (1992 damIIIic ... ;a..... servicle ..".. $169.2 biIIioIl; 1993
.....$179.4 billion); Nomf AM. 'I'!LECOtOCtJNIATIONI Ass'N. 199'·1'" 'l'IL.ICOMIol. MAUlT
RaVIIW ~PoaEcAST ch. V (1993) (1992.........S52.4bi11io1l; 1993 pftIjctiollS59.5bi111oD).
TIle ........ IIWIcet iDcludes dill lad nerwortiftI. IIDIl'IiDI~. mobile ClllIUIlI'IIicIrkW.
fIcsitdt. CI11Ivoice proc:euinl. telconferencinl. CICIIIIlIlMf, priYIII bllach 1llCIIIIIp. CIlIIIlPllfII'
......~. key/hybrid. public ply plIaM lid aerwortl .......

6. SIt NATIONAl. TEuCOMM\!NICATIONS AND INFo. ADMDf•• U.S. DE,'T OF COMMDCE,
ntE NI1A lJIo'PLUTIUCTllU REPOIT: TELEcOMMUNICATIONS Df TIlE AGE OF lNFoIMATION
(1991).

7. TIle tenD kJc:a1 exdIIIIae canien men to c::ampIIIiII pIOVidiJlIlocal teIIpboDe terYice IDd
iDcJuMa die DOCs as weU as cxber c:ompuies subject to ...~.
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The tint two lrJumems are related to the cbaracreriIIicI mIbe local
exchlqe market. The ATelT divestiture and the line-of~ I'IItrictioDI
in die NFI were predicated on me concern that local excbl........Ywu
a natural monopoly teebnolOlY which ATelT bad a1Jepdly 8IId to harm
compedtion in ocher markets. In panic:ular, AT"T wu IIIepd to have
provided its rivals in the lona-dilcance market inferior or CCIIdier coanections
to die local exc:hanae than ATAT provided to its own Loq I..iI8 divilion, a
pncIice sometimes referred to u "discriminllory access... The MF1 reftecred
lud1e Harold H. Greene's concern that the RBOCs would nI:Iia a monopoly
over dle local exchanae u a conMqUence oftheir DIlUrI1 mODDpOly 1IlCbDoloIY
and blrrien to entry. If allowed to enter into Iona4lUce .w:e aDd
equipment manufaca.arinl, the RBOCs aUeaedly would have die _ to deny
access to competina suppliers, just u AT&T had been accused ofdoiDI prior
to the MFI.

The tiDal two arluments attempt to predict the behavior of the LBCs in
the markets for lona-distance and equipment manufaeturiDl. AT"T aUeaedlY
harmed rivals by deceivinJ its rate-of-return repIaton tbrouIb milalloc:ation
of COlts from inter-exchan,e and other operations to dle local opeI'IIiDc compa
nies. This cross-subsidization aUeaedly enabled AT&T to evIde l"IIe-Of-recum
rqulation and to eOJale in predatory pricinl .,ainst efficient competitors in
markets adjacent to the local exchqe, The divestiture lAd quarantine
provisions of dle MFI reflected 1udle Greene's CODcem that the RBOCs, like
ATelT, would use their monopoly position in the local exc1wl&e markecs to
obtain I competitive advlntale in the lonl-distance and equipmeat manufaccur
iDa markets.

The four arpments outlined above were advanced by lud1e GreeDe u
justifications for acceptinJ the MFJ, They reflect traditioaal replatory
uluments that are lenerally not applicable to the existinJ telecommUDic:ations
industry. The arluments were presented in testimony in the AT&T case. The
Depanment of Justice contended that the "natural monopoly characteristics"
of the local exchanle precluded competition "until a point of concentration of
interexchanae traffic above the end office...• The Court of Appeals for the
D.C. Circuit, which approved the MFl, explained that the motivation for
briDJiDJ the antitrust case .,ainst AT&T and, later, the justification for the
consent decree, "wu that ATAT had used its natural monopoly over local
exchanae services to impede competition in related markets.... AI lud1e
Greene observed with reaard to burien to entry, "[tlhe evidence iDttoduced
at the trial of this cue clearly demonstrated that duplication of the ubiquitous

I. ..... of Ibe UaMd S_ lD C..... ltec:eived OD die BOC (JIeU 0pInIiDa
CoIIpIay) LATA PrapoIaIa. 9-10; Uail8d StIIea y. W-.ma lillie. Co.• 673 F. Supp. S2S (D.D.C.
1987) (No. 12·192), t1//'d. 894 F.2d 1387 (D.C. Cir. 1990).

9. Uailld Slala Y. Wearem EIec. Co., 194 F.2d 1387, 1389 (D.C. Or. 1990).
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local uchanJe netWOrks would require an enormous and prohibitive capital
investment, and no one seriously quesIions dW this is rrue. "10 Elsewhere,
be stated: "The .ovemment aDeps 1bIl defenc:lanu have monopoly power in
lICIt of cbae markets and, to prove dle existence of such power, evidence has
been offered of market share, buriers to entry. size, and the exercise of
power.""

The ability of the DOCs to levenae choir power wu viewed u
IelDponry: ..It is probable dIat, over tillie, die ()peratinI Companies will lose
the ability to leveraae dleir monopoly power into the competitive markets from
which cbey must now be bmed. "12 The JUJdce DepertmeDt lUted tbat "[t]he
reorpnization of AT&T ..• iI u.aded to eliminate die preseDt incentives
oltbe BOCs ... to discriminate Ipinst AT&T's competitors in the mukets
for u.exchanle services, iafonution services, customer premises equipment,
and the procurement of equipnem used to provide local excbanJe services."13

With rqard to cross-subsidization, Judp Greene lUted Ibat "die proposed
decree would complement the SU'UCtUJ'I1 chanaes by various resuictions which
are said to be desiJned (1) to prevent the divested ()pen!ina Companies from
discriminatin. I.ainst AT&T's competitors, and (2) to avoid I recurrence of
the type of discrimination and cross-subsidization that were me basis of the
AT&T lawsuit. "'4

Parts I rhrOUCh IV of this Article demOnsttlte that: (1) the RBOCs'
teelmolDJY in the local exchan.e no lOftIer exhibits cost properties associated
with natural monopoly; (2) the RBOCs are not currently the beDeficiariea of
any silnificant entry buriers; (3) the RBOCs would not be able to unfairly
leverI,e their market positions in the local exchanle into ocher markets; and
(4) the RBOCs would be unable to employ cross-subsidies from local service
to achieve competitive advantaaes in other lines of business.

The Article concludes in Part V that the elimination of the MFJ's
restrictions would enhance economic efficiency-productive, allocative. and
dynamic-in the telecommunications sector. Therefore, Jiven the central
imponance of telecommunications in the United Stites economy, elimination
of the MFl's line-of-business restric:dons would siJnificantly further the public
interest.

10. 673 F. Supp. II 538.
11. U SIIIIS v. .w.icu Tel. A Tel. Co.• 524 F. SUpp. 1336, I~ (D.D.C. 1981).
12. U sa. Y. Ametil:Ia Tel. A Tel. Co•• 552 F. Supp. 131 (D.D.C. 19I2l.lf(/fd I.Ub

... Mary1llld v. UlliMd SWIs, 4S) U.S. 1001 (1913).
13. CoaqleQtive Il1lJIKls-iD C-*" wid! PIapoIed ModiftcI&ioD~JlIDaI1udplIDt.

47 lied. Rea. 7110, 7175 (1912) (1cIoaaolc 0IDiDd). TIle Dec:!w's~ proviIioas "limit till
r.c:tioas of till divead BOCs to pnclude till pouibiIity of • Nl:Uft'IDCe of till type of .....,..una.
CIlIIlIuct _ till lJailed 5_ auea- to law tealtId fraIII ATAT's ow..uip ~ ..... IocI1
IMIIInp curien and iu simuIIIlIIaus puticipuiclD iD c:ompItiCiw. orplMlIIially CIlIlII*iIM, IIIUbU.•
Itt.

14. 552 F. Supp. II 142.
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DerepIIIiDc TMommunicatioDs

The implications of dIia Anic:le extend beyoad die WlIecommllDicatioDs
iDdustry. Traditional justificllioas for repIadDa ....., such u dle
presence of IIICUJ'I1 lIlOIlOpOly technoloaiel, may 110 Iaapr apply ill me
presence ofteehnolopeu ctwtae IDd competitive eaay. ,..dliI Anicle useI1I
in the coateXl of the telecommunicatioas field, teeJmololical cbaale strikes at
dle heart ofthe naturll monopoly IJIUment. Moreover, lIICImolop:a1 pI'OII'eIS

that reduces dependenceoa irreYenible capital iDveItmeIa lipificaDtly reduces
the need for c:cmcem over barriers to entry.

I. The Natural Monopoly Alpment

The first U'JUIDent used to justify me MFJ'sliDl of__sl'lltrict:ioas
is that me RBOCs have a moaOpoly over die local .... becnIe dIeir
teebnololY bas the property of IIItUI'a1 monopoly. This Section dIfiMI.-ural
monopoly IDd examines the application of die natural moaopoly ....... to
the local exchaqe. The Section shows that d1e local elChl."lOIt or is
quickly aiDa the cbaract.eristics of a DIIIU'a1 IIlOIIOPOIY IDd that IIIIUra1
moaopoly is not a barrier to entry.

A. TM Dejlnition ofNimuYJl MOfIOfJOIy

A liven production teehnololY is said to nhibit die property of.-ural
monopoly if a siDale firm can supply die IMJbt at lower COlt dtaD can two
or more firms. 15 A sufficieDt condition for the COlt faDcdoD to IIIve the
natural monopoly property is for the teeImolOJY to exbirit ecoaomieI ofscale,
whicb are present if the marainal costs ofproductioa are lea daIIl the avenae
costs of production over the relevant nnae of 0UIpUt.It BconomieI of scale
can be due to many different teehnololical facIon. PiDd COllI are a source
ofeconomies of scale that is particularly sipificlDt iIl.......unic:Mioas aDd
all od1er industries that require networks, such u nilroacII, oil, IDd IIIIUrI1
au pipelines, electricity, IDd water services. F1Hd COllI are COllI dill do not
vary with fluetuatioas ill output, unlike vuiable COItI. The fhed COltS of
establishiDa a netWork system are the costs of faciliIieI such u 1nDIIIlisaioD

15. TIle~ at ..... ..-pot, -..-.0, 10"s.ut1ilBl. 1 JCIIIiI S. MILL,
PUlc:IPUI Of JIoUTIcAL IIcoNaMY 112·54 (W.J. AI/IIJrj, ~ No W, 1961) (IN). MIll
...,...........at " 'Mofll ' t _ ..iadilJ ·
". [-.lOll"'" -.nl , MIl 1'" b)' a.- WIIIu willi ....
10 die COlI_diaD ad apIIIIiOII at , Set LIOft WAUM. au..D~ 1oaAU:
'ndom DI LA IUPA.1TmON DI LA __ IoaAU (1936).

16. ". fina'••".. _ 10 dlI_.._at ...
of 0UlI*L TIle ftna'.lDII'IIM1- a--. 10 _ at - --.-
of .,.....-=b~at~ at ~ ror-.l....,.,.
TIle ......, pIqIIftJ _ be It Iftel • MidI ... _ r--. IIIIiIliIs
cIII:nulDI- tIlllClllc. S. SPULla, ,.,. 4, It 117.
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lines, COlIS which are __itive to the level of 1:I'UIJDisaioD on the lines.

In adler words. where daere ue siinificaDt fixed COlIS such u tbose of
trusmission networks. die teehnoJOI)' for the industry wiD elhibit ecoDOmies
of scale and thus be labelled a DMUral monopoly.

The need to Ivoid duplication of facilities, puticularly duplication of the
fixed COltS of the DItWOI'k sysaem, is an imponant component of the natural
monopoly lfIUIDent for npIation of me local excbl.n&e.·' The contention
is that siDee costs are minimized by not duplicaDDa trlDSJRwion facilities,
repIarors should bar die enrry of competiq carriers. This IfJUIDe1It has been
put forward in I wide nap of replated iDdusIries in which ll'alWDission or
U'IJlSpOI'1atio fac:i1ities are I sipjficant portion of total costs.

The -.II.rd detiDidon of aacuraJ monopoly is baed on a COlt fuDction
tbat IIsiJ- taeal costs to 0UIpUtS. Tbe cost fuDction has 1be natUral monopoly
property if • firm has lower costs than would two or more firms usiDa the
same cost function.·1 If the teehnolOJ)' of loc:al excbanle telecommunications
is in fact I natUral monopoly, dlen Ilinale firm can COlISCI'Uet and operate that
network at a lower COlt than can two or more firms. Thus, the eliltence of
a natural mODOpoly in the local exchanJe is a justification for bodlltlte and
federal reaulation of the industry. AccordinJ to this lfIUJIlent, replation of
entry is necessary to .chieve static efficiency by es1ablishin& the leat-eost
industry structure, namely a sin,le firm. And while the focus of this Article
is the MFJ's line-of-business restrictions. it sbould be emphasized that if the
loca1 exchan&e is DOt • natural monopoly. • substantial reevaluation of state
rqulation of the local exchan,e would also be appropriate.

A number of important upects of the definition of natural monopoly
should be hiahliJbted, sinee undentandin, their implications is necessary to
correctly apply the definition to the telecommunications industry. A natural
monopoly bqins with a known teehnolo,y. To asert that an industry is
characterized by natural monopoly assWDes that there is • sialle best
teehDOlolY that is commonly known, that all firms would have access to that
teehnolo,y, and that all firms utilizinl that technolOlY would be It the efficient
production-possibility frontier. \, In particular, the natural monopoly cost
function is a long run cost function. so that investment can be adjusted to
achieve the efficient level of capital investment required for operatin,at mini
mum cost for any output level.

17. u.u.d sea- v. w.... JlIec. Co., 673 F. SUpp. 525. 537 (D.D.C. 1917), "'d, 194
P.2d 1387 (D.C. Cir. 1990).

la. 5«. I.,., WD.LWf J. BAUWOL ET Al.., COHrUTAILI MAu!1'I AND THI 'lMIOlY OF
!NDUSny STlUC'NU 17 (rw. eel. 190). fa ra rat, rill cIIIIaiciaa of ....... aIDllpOl)' .... to
• iDUuy in wIIicII all of dII ftnIII "ve die .. COlt 1'u1Il:daa.

19. SH SPut.lu. IuprD lIOle 4. II 16.
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Derqulating TelecommUDications

B. NtDTtlJ Monopoly IlIId 1M £oem Ezdulnge

Prior to the breakup of the Bell System, me local excbaDp wu widely
viewed u a natural monopoly, Under Tbeodore Vail, wIlo IdYIDced die well
known siolID "One policy, ODe system,ad univena1 service, - ATilT Delf
maintained that telephone service was a aatural monopoly.· The Communi
cations Act of 1934, which iMtituted federal replation of telepboDe .mee,
reflected this view:21 Accordirla to Alfted E. lCaIm: -nw cbe proviIion of
local telephone service is a natural monopoly is pnen1ly concecIed, -zz 11len
Profesaor, DOW Supreme Court Justice Stephen Breyer wrote dill "1ocIl
telephone service seems to be paera1ly acc:epted u a IIIlUI'I1 IDODDpOly.-21
The belief that die local eKhanp MrVic:e coudtuced a IIIIUI'a1 moaopoly
undoubtedly influenced the implemencation of cbe NFJ's JiDe-of-buaineas
restrictions,

The natural monopoly lrJUIIlent for Com:inlleriou of die tme-ot--.a
restrictions userts that die LEes, IDd heace the RBOCa, bav. a moaopoly
over the local excunge because the technology of me elCbaDp eDibils the
characteristics of a utural monopoly. In 1987, Judie GreeDe IIated: "The
exchlllle monopoly of the Relional Companies bu COIICiDued becauIe it is a
Datura1 monopoly,"24 From the natural monopoly &rJUIDeDt for rep1aIion
flows the usertion that not only would ODe LEe serve a Jiven marbt most
efficiendy, but also that if competition were allowed, only ODe curler would
survive. Thus, based on this view, replation oftbe local excbaDp is efticient
and justified.

The natural monopoly ....ument for repIation supports I'IIII'idiIII entry
into the local telecommunications loop ad awardinJ a monopoly fnDcbiae.
In turn, awarding a monopoly franchise provides jUltification DOt ODIy for
reaulating the single firm's prices and other activities, but a1Io for preventina
the firm from en.aainJ in other economic activities, If the aatural monopoly
argument for regulation is no lonler valid, however, this would sugest that

20. IoaERT B. HORwrrI. 'nil IJONY Of IIoUL.\TORY bIIOIM: 'nil DlUatJl.\1'ION OF
AwnICAN TEL.ECOMM'UNlCATlONS 99 (1919),

21. S. STEPHEN BuYII., IIOULATION AMI) ITIItIfOIM 51 (1912).
22. 2 ALFUD E. KAHN, TMlIIc:oNOwJc:s Of IIoULAT1ON: JIU«:D'LII Ala)~ 127

(1971). However, XaIIII obwvtI dII...,esip1~~ • em f h. dIr Wodd
War n, iIIcIudinI micIowaw '*y .,-s. -w.. a.c"e ClIIlII, ..........., ...
COIDIIIIIU thal ~[i)D tbe p-.ce or--lIPid c:IIup. dII MIIIAlIllll*lpOly or~y -y..QUI
ron-.t iJIlo a IlIIIlrai Ira of ClOIIIpIlitioD today; ad 'lice vera.· 111. II 127.

23. S. IUYD..... 21•• 291 . ...,., obIrIII ... wIII1Il1 g' _"'til c:III8p-y
1Mb ClIIrIJlIClIiou poIIibIe ia 1M """',IIICII dlYebpccm are"~ .• IlL. 292.

24. UailIId __ v. W Co.• 673 F. Iupp. 525. 537 (D.D.C. 1917), "4.194 '.14
1317 (D.C. Cir. (990). ~8lu:tIIIIIe ,. JlIdp 0- .,......, -. +e Iwl
by very IUblllnlialICOIIOIIIiII of lillie IIId acape.• 111. II 531 <cidaI AT.T~ fad....... "",
I: HIlVinI be!D't dill S6NlII e-. .. SdMu tIIId~, 97tb CollI·. 14 SIll. 59 (1911)
(taUmony of WiDiam llu1er. AlIt. AIIImIey GeDaal».
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restriction of em:ry into the local telecommunications loop is not justified.
Moreover, if invalid, the natural monopoly I.J1lIment cannot be used by
_ion to prevent the local telecommunications provider from eDterina into
ocher economic activities.

leprdinl the developments in the telecommUDications industry since the
AT&T divestiture, subsWaial teehnoloaical cbInp IDd iDdusUy tnnIfonnation
have rendered the natural monopoly arawnent invalid. There are a DUmber of
.-sons why it is no lOftIer correct to treat the local exchanle as a D&tura1
mOllOpOly.Z5 First. there is no existiq sinlle best teehnolOJY for
telecommunications _mission. Second, dle belt pocential teehnololY or
mixture of technoloJies is not yet known, as there contimaes to be substantial
teebnolo,ical change in the industry. Third. the connectivity of netWOrks
eliminates the natural monopoly. because muldple curlers can provide
interconnectinJ netwOrks. Founh, the ,OIl of avoidin, duplicative facilities
is DOt applicable as an aspect ofnatural monopoly in local telecommunications,
because substantial duplication of facilities bas already occurred.

Even if the teehnololY of transmission were to exhibit natural monopoly
properties, the technology does not necessarily constitute a barrier to entry.
New entrlJ1tS can compete with the incumbent to serve the market. Moreover,
even if the technololY were to have natural monopoly properties, it does not
necessarily foUow that the incumbent utilizes me technology so efficiently as
to render the market inwlnerable to more efficient em:ranu. If, as this Article
assens, the teehnololY of the local exchan,e is no lonler a natUral monopoly,
entry into the local loop will continue, and the MFJ's line-of-business
restrictions should be eliminated.

C. 17at Local Exchangt Has Lost or 1$ QIItckly Losing eM Characteristics of
a Natural Monopoly

1. 1Mre If No Single Best Ttchnoloty for Local Telecommunications

The nawraJ monopoly arpment assens that cost efficiencies are obtained
from I sinJle supplier, Jiven the cbaracteristics of I specific technology for
carryin. out a specific cask. With multiple technoloJies. each with different
characteristics. efficiency may require production by multiple firms, so that
monopoly no lon,er yields COst efficiencies. Perhaps me notion of a best
technololY once served as an accurate description of the traditional
telecommunications system, which consisted ofcopper wires for transmission,
central switching equipment, and very basic equipment on the customer's

25. WIlIdIer die local ndIIDp ever aJIlbitId dle PftIIlIlIIiea 01 DIIIII'I1 JMIIGIlOly is beyoad
dle scope of Ibis anic:le.
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premises. This deIcriptioa DO Ioapr 1IJPlies,» u •~ of
teehno1olical chanle and iDdusIry deveJopmenu, panicu1arIy siDee .. MF1
took effect. In shott, daere is DO Ionpr • Iiaale belt tee:lmaIoI)' for
tIIIecommUDicatioDS trlJllmillion.

1nItead, there are DOW multiple telecommunications~ in
Iddidon to die traditional copper wire, The altenwive modes ofn.aduion
iIIclude couial cable, fiber-opcic ClIble, 1Itellite, aaicrowave, cellular, and
ocher radio teehnololies. Each of tbIIe teeImoloaies bu various ......
and cliladvamaaes in terDlI of COlt and performance. It is DO lonpr pauible,
nor is it desirable, to pick • IiDale mode of trlJllmiIaion to die ezelPoII of
aU ocber$,17 The variety of COIIlpetiDa tnnImiuion teeb.... iIBpIieI dial
it is DO 1000er possible to define • Mtural monopoly teeImolOU far local
telepbony.

It may be usened Ihat I combination of traDSmiaion model is belt, and
that this unknown combiDllion Ibould be cllOlen efticieDdy by • Iiqle
supplier, Such an aaempt to revive die DIIUralIDODOpOly IrJUIIIeDC. bDMYer,
would be plagued with di.fticukies, since the correct mix ofteebno1oliel coulcI
be provided by multiple suppliers. Moreover, since die reWive CClIt IDd
performance c:baracteristic of the altemadve teehnoIOJies cbanp M!'ItjJwot,Wy,
tile optimal mix of teehnotopes will frequently chaDae.

Not only is there 110 sinlle belt teeImolOJ)' for II'Iditional teIepbone
service, there is 110 .inlJe bIIt teclmoJOJ)' for handlin, the manyaew types

of services the telecommunications industry DOW provides. The 1IIditional
telecommunications system was desiped to haDcUe voice trIIISmiuion from
stationary equipment. Today, however, consumers demand many altInative
communications products, including fax, data truIImisOon, ilanctive
services, video transmission, and both mobUe and stationary communications.
Gecqe Calhoun forecasts that future telecommunications teclmofoay will not

be confined to I sin&le form but will include many forms of access,

some on a small scale (e••, microceU radio), some of alobal
proportions (VSAn, some optimized for IIIl1'OWband trIIISmiuioas,
othen for broadband, some for vehicular commUDications, ochers for

26. s.,..,..,uy NomI AM,~TIONI AIS'N, 5, cb. V.
27. 0Icqe CaIIIaua __ ... "* Ib 10_ 01 i::aI _ In .......lID."•. IlII*iaUY ia die -1IIIlIk .... IIId Ia ....UW~ .....na." a

CAI.HOUM, WIULIS$ ACCUI AND TIll LocAL 1'ILIPHONE Nrrwou 532 (1992). He dnnl:IIIII die
"..., 1lIlwodt," ".... 01 JlIIIdy~, JIIftIy: I".-ry,........ iwd.
0\iIIInRIiII .... fabrics' dint "will CIOMiIl of DlltipllII)'III 01mo." fIdIIIIinn tor__
die CON IlIlwodt II .. iDl:nuiIII of ........ys. 1'be __ IIvIis will IIiIJ be [n ...
fIbrics. IbI \lUI iIuIaIIId ... of reIIpboIIy IIId CCIIXia1 c:ab111III¥iIicIIl pIaa dint will .....
.. _tor..... arow..owr dIIft will be --u.. lIymof...aplk ....--......
01 ill -.n. ever lIIln Iayen of ndio... widIIa • II¥- fabric II,. dInre will ...
eenaiIIly be .... cIIaI of IICIIaical diwniry." 14 Il 537, 539.


